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Memorandum of Ex Parte Communication HECE’VED
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Magalie Salas —_ 1998
Secretary MAATONS CoMm
Federal Communications Commission %m”‘fﬁw bt

1919 M Street, N.W., Room 222
Washington, D.C. 20554

Dear Ms. Salas:

Re: CCB/CPD 97-30 - Request by ALTS for Clarification of the Commission’s Rules
Regarding Reciprocal Compensation for Information Service Provider Traffic

Yesterday the attached material associated with the above-listed proceeding was
delivered to Mr. Kevin Martin, Legal Advisor to Commissioner Furchtgott-Roth. We are
submitting the original and one copy of this Memorandum to the Secretary in
accordance with Section 1.1206(b)(2) of the Commission’s rules.

Please stamp and return the provided copy to confirm your receipt. Please contact me
at (202) 326-8889 should you have any questions.

Sincerely,

cc: K. Martin (w/o attachment)
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(Part V of Internet Regilation Preyiew Series)
Summary: | a classic case of what you ez is not necessarily
whar you get, investors should not expect the eurrent
reciprocal compoosstion arrangement for Intarnet traffic to
contnoe much poot the end of the yesr. Givan that this jsgue
is probably tme single greatest opporamity for arbitege in the
whale sscmr, over 4,000 percest in scme inctancas, TPG
cautions favestors that this extraordinary srhitrage “gravy
train™ will run out of trock—probahly this year. [ is simply
not sustamable Jong-term.

Moreover, investors should not be lulled intwc 2 false sense af
security thar 19 copsecurive stz public udlity commissions
have ruled (in addition to a recent Federal Court in Texs) thar
I[nt=me: service provider (ISP) vaffic passad through a
campezuve loce! exchange cxzmier (CLEC) is classified a3 s
locz! call In e coming months, TPG expecta the FCC w
trump theso state decisions by clarifying that Internet caffic
is indeed interstate, effectively resssertiog iy federal
urisdiction over dats or Internet tramsport (Reciprocal
cerpensarion is ¢ regulatory arrangement where local talecom
sroviders pay eoch other for “the cast” of rermmating the calls
thev arfgingte. I most cases, reciprocal compensation traffic is
rwo-way and  thus  lorgely  opSerming.  However,  since
Inrerset/dara praffic is cne-wdy, there iy littls Urecizrocal”
It & just ¢ regudctory compersaton

chows thiy grrongemeant

wirdfall jor CLEC2/ 225 )
A Big Deal for Investors: This seciprocal compensadon
arbirage is a significont part of the existing “dats growrth
cnpgige” of many CLEC and ISP business models.
Corzequent’y, invesiors cezd (o bz awsrz b2t in soe instances,
shor-w2rm projected resuls may ke artificially “juiced up,”
potentelty providing an {Husiom of faster-than-real long-
terrm growth. The fio side of this probiam is that reciprocal
compensaen is 2 signifieant and growing Hability, primanly
for the Baby Bells. It is growing at such 2 rapid me ther
souz 02 3 Significant threst ¢ sarmungs roughly w1995, if net

\ e L)
v oy he FIC by e

#hy the FCC Wil Fix Ii: Firsy, reciprocal cormpensydon for
zne-way intermel maflic (5 arguably the single greatfest
arbitrage opportunity and hence market distortion tn the
relecom sector today. TPG flagged this importart jssue in ow
aonl 8§ “lnterner Regidation Preview ™ bullein as akin ©
proken bank ATM machinr that cnly allows withdrawals and

reap as much as a 4,000 persent arbivags fer mimmal veiue
2dded service. No compedtive marks:, logal o Lyt ca-
Eeneraz such gtz arbirags. Oaly regulrie~y disteions
can generars this size arbicage over an extended aeriod of nme.

Second, this artitrage oppornuury is greatly contributing to an
artificial misalignment of the market structars of tic new .
cmerging compeitive  volee/drm piche. Recizroca
compersadon 1§ driving mazy allinnces, mergers end
lequisitions for purely regulatory and ot ccororic er
competitive rezsons  Thus in $ome insmances an ISP g5
currently an asset to 8 CLEC, but could beceme 2 searicus
liability withou: the atbitrags of reciprecal cemmpermetion
Third tr disconrages ecopomically sonnd faeilifies-bascd
local izvestment and inhibits the development of an eMizient
competitive market. [ bas the perverse effest of wming
tuStamers from assers [mto  liabilidas. Why would any
COrSpettor wanmt to win a custamer if that customer would =cs°
them more in raciprecal compensetion terminating mizute: 2nan
they cauld exn in revence from thet customer?

What to Expea From the FCC: Investors nesd o zopreciets
the: it is oot that hard for the FCC to fix this in the coming
months ALTS, the associatian representzg the CLECs, tras 2n
acive pettien (dated June 20, 1997) requesting thar the FCC
issue a clarificazon ther e wefSe in quesTon s loca! anz act
imrsie. ALTS arguss ia its petition that Mtys clanificanon s
claarly in the Commiasion’s (FCC) exclusive jurisdiccan.” For
FCC legal actthority, ALTS citas a 1980 Compuer Il FCC
decision which was subsequently upheld in the DC Coun cf
Appezls it 1982 a=d again in 1984 Now tha: the states rave
raied the CLECs way, the associatdon likely regr=s having
requested this clarificarion Sow the FCC,

Why would the “CC beltzve such Intemne! calls 2rs nct lecal
b intezstete?  The FCC has exempied tiys ooffic foro
intarciats access changss for over a decade. Wiy wwuld an
exemnrtion from interstate access chargss be neadad e FCC
weughr it was a lezz! callt Moreovar, (o the FOC's Aol (0
sfport W Ccng;o:;:—auagr:ph 106) the FCC said that I[SPs “ere
2¢: enstled 10 reciprocal compensaton for terminamng iocal
2lecoramunications watic.” However, the FCC explicidy did
0ot corunant on whether CLECs that serve ISPs ars entitled 1
teciprocal compessation for tarminating laternet m=ffic. They
said thatissuc was now befors the FCC. ##* v
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Scott C. Cleland
March 18, 19398

Testimony Before Senate Commmumications Subcommitiee on Telecom Act

(4 pages)

#rigen Testtmeny of Scort C. Cleland, delivered March 18,
1993, before the Commuwcations Subcowynitiae hearing of the
Untted States Senate Commttres on Commerce, Science and
Tronsportarion on “Wall Sreer Perspective Of 1996
Telecommunizations Aot brplenrencanion. ™

Mr. Chairman, thapk you for the honor of restfying befare
yorr Subcormmirttes cn babalf of the Procurzor Group™ of
_egg Mason Wood Walker, Inc. on the very important topic of
the Enancisl markes’ perspective of implementasian of the
1996 Telecommumications Act.

offer the following (ntights snd observations an the
coplemenatioe of e Telscam Act t hopes that these will be
uaefe] 10 the Subcommminae,

L Effect on Pinancin] Markets

Is gezeral finanddal markes dislke compztitan and
uneerminty.  “Large Cap” investors, which conrol the
overwhelmizg majority of wmoney mapaged in the Urizd
Swuzs, cdon’t like the prospect of increasing compeztioo
cecyuse it creaas uBzertainty abow future proftt margins. For
these iovestors Ino the 508t widaly-held companies, the
“compevdon”™ mewnc Som Washingion gezmenally fghtensd
them and cassed tiam 10 spend an enormous arcount of tmne
“wer-gaming” out verious coampetitve sceuancs. On tee other
tand, mveswors in gamall companies sad saotups cheersd
cuscage end tmplemenraniar of the Telscam Act becauss of the
Sew gpporteities it afarded.

However, the enomzous corfusion and vocerminty that have
eerged fom the legal Sgbr over the implemenwation of the
Telacen Act has served 1o cms well,  Afer years of
wmoorimy over the cew rules of competitian and subsidies, |
ar beginming o detect that the makes arc iner=asmgly
“zumb” o reguiatory and legml developmens There s s
£owing mood of “wake e Up when semething reelly happens
1n the markerplace.”

n Prublems With Telecom Act Assamptions

It i2 acreasingly apparer: that any of the problems with the
mplememiation of the Telscom Act are setuslly sarions
aroblerms with seme of the core wssrmplons usdedining
passag= of the Telecom At

A Overly Oprimistic Technology Asramptiony:  The
Telecom Act apparently sssumsd that wchnology bhad
advanced to the poist 32 which there could be e econmmically
viahle and wideerread facllities-based alrern=tive to the local
voics infrartructurs 18 tor reasonable foroe. As i toms o
the cable mdugry grosely over-promisad ¢ e viabilty of its
infrastuchre a9 & direct replacement 10 the copper voice
architesars,  Alsc gresiy over-hyped was the refisdimy of
wirtless teczoplogy of g replacement price; that prospect (s
stil a fow yesrs off at least and then probably will only begin
83 & niche service,

Moch of the Wmer lsgal apd regulstory struggle that has
ranspived Qver the last Two years may be moted partly m this
incorrect core assumpton  Regulators zre dizifully and
degpermely trying to crare the Telecom Act’s “two-pipe
policy” into what remains A predominantly “ome-pipe
world™ for the forssssable furure,

B Natural Monopoly? The Telezomn Act's optimistic
technslegical assumptions bave futled conventional wisdom
that th= local loop voice architectye is oo longey 2 “nanc2!
monopely.” However, it appesrs that local tejephene sexvice
may stll be & natzral monopoly, meaning thar the enormous
capim| cost of replicaning local mfraswuchire sugpess tha
consumers cap get a benter raws from oce regulmed provider
that enjoys the full benefits of economies of seale. In addrtion,
“e 1934 policy of universal phaze service and the 1980s
subsidizs af local servize tough inflated lang dictanees access
cbarges have resultad in roughly 34% of Americans cojoying
vear-perfec local residential dialione servics subsranzally

oclow real cost
However, unless we see 8 dramaric tachnological breakehrough

which lowess the prics of altenaive local architscnures, [
beliove thae for at least 80-90% of American consumers, Jocal
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pboze s=vice will remain & “ranral meoosely” for aoothe
five years — maybe lozger.

But Whot Abowr Existing Locol Compsrinon?  The lozal
camperdon that exists pow, ar is devzloping, slmest
exslusively bemefis big business acd oot residental
consrmers. There ramains very ltle prospect Sor wideseread
residerrdial competition in 1he oreseeable Siage, Current local
competition is fuzled by subsidy-price arbitrage.  1f local
matopalies were allowed ® offer thayr tysiness customers
service ;& 8 ‘competiive” rate—~q¢, closer to their COS—-moSt
edstung  local comped¥en  wowld  vamish  overmight
Policyroakers should understard *hat currers local besisess
compecition iz fusled predaminantly by thres f2ciors:

e First, there is huge subsidp-prioe crbitage. The business
rise “umbrella” for local service is sal! substardally
fflatad iz relstion 10 cos? becauts regylators have chosen
to cross-subsidize resideatial services with high busmmess
razes. Thus Qurenlt compentors enjoy rezulaory-imposed
inflared priess withowt paying the offseting regulatory-
imposad extra casts of subsidies. What is really going on
is less ebout competition (25 most businesses kzow it) and
more about politcally reallocating residessial subsidiss 1o
CLEC skarenolders. What we have now is compedtion for
governmentaj subsidies.

o Second there ix stmple “cream-skimming ¥ New
carmpeimrs cap toget thelr capital invesTient with lgsex
like effitgiemcy on eanly the lowwcox, Ligh-valume
cusIners. 12 other words, in Tio cuzent policy vacuurn of
£o oew explizit universal servics symem, local carsdetitors
cxn serve only the best custammsers without havirg o pry
for the less profeable custarsers 1t [azves behind We are
comently i a  “Eee-lunch™  Tanaibon period for
compericss, 2 whick they get caly the best of the old
subaidy systemn and don’t Bave 1o factor iy 2ll of the Ridden
feoure trabilives iz the new explicit systeez.  In addifon,
s current prectice of CLECS aligning with [otermet
servics providers (ISPe) 1o wos advantage of two-way
voice Tecprocal compensatics amangsment far duts
tratfic that larzely flows only cne way s the policy
ecuivalerr of 1 “broksnl ATM mascine”™ pving away
rconey to wWhomever plugs oo . This waasitenal
“locphale”™ benedt o current nasconr competiors s not o
¥ opinios, sus;aizable long term.

o  Third money o exvaordingrly chegp right now. The
currenr bsomming ecopomy amd low inflanen make
relanvely sasy for mont business propasals w Snd capim!,

c Compretition and Universal Servicz Compatible® The
Telecem Act assrmes thar compettian and umiversal service

are compashle goals. Wiiic ey me defzmiv both Lmdasi:
md gusmndimz policy gomi. ; prmoncs ey err ro
complenzrory goals. lo S&et ey are probadly muck mer
dizecdly copadiciory than mest will publicly admit Tae FOX
rapbemisdcally refers o these poals s belng in “Cvpamuc
1ensinn” with ope mothrer. Urless reguiaters perfacaly sl
everything and the courss say 0w of the way, ether umiversa
servics will ead up updermining ciInpeiinon, Of CEImpEnIos
will ead up undamizng universsl ssrvice. Profe oorximirers
sSxply 8o not want to serve ucprofimbie custom s unlzss they
bavs . Currertly, prices arc set politically — mot by markes
forces.  If competition ultimsely elfmingess subsidies thes
Amsricgn residenmial consuness’ rates am going up - probabhy
by a let,

D. Can Cogpetition Develop in Advance Of Subnod
Reform? The Telecorn Act directed the FCCT to begm
promoting competition before roferming subcidies.  This
tmplememmaton sequence is backward. Like & bree=h birth,
there is grewt risk tiaz Joeal compenton could be rilivam
because of the heckward implementation sequence. How can s
“competitive markat” be created and trive when prices bear
little relafion w cost and the autiook for refarming the pricing
strucarre is so campletely uncermain?

E Teitcom Policy Moved From the Courts 1o the FCC
and States? Copgest assumed the by removing Jodge
Greent 2oé the Modifed Fical Judgmenr of the ATET
Comsen Decros from the telecom policy making process that
the sar=s and the FCC would det=nins fnal telecom policy.
It baen't tumed our that wey. Omne cotrt kas been replased by
mulspie couns,

With “20-20 hindsighw” it sbouldn't be surprising that, in 2n
arcScial marker where ths government sets prices and has
treaed compethtfon for aff-budget subsidies, every poty
wonid g5 w court W keep or get “theire™ Virwally every
substarsive policy disputz s being ligared: foderal-state
juridiesion, constitutionality, priciog authority, anbucdled
elemem imterprewstons, subsidy raform issues, ex.  The
Telecom Act has unleashad a lot of conflict withou: speiling
ot exacdy how © resoive . The currem litigateg Tend will
probebly ozly get worss as subsidy reform heass up eod as the
Imtermer (whish kaows no jurisdicianal boundxrics) becomss
WOTE TMATISTEAT.

. Problems With Telecom Act Implemesmtion

A The Polities of “Telecom Tic-Tuo-Toe™: As is
commonly undarstood, the game of “He-tac-toc” 1 o simple,
thar two sophisticated playsrs will alwxys plgy o a dnw.
That's because I is so easy o hlock your oppopem from
winning. lmplemenomion of the Telecom Act is a ot like a2
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grroe of “miscom So-tac-we.” No oze it gaing to “win® and
the game will coctmue to be played to draws because it is 5o
casy w hlock the aiber side from gaining g permenem wisnirg
sdvanmage. Apparcmly the markss have become tatutvely
accustorned 10 this game, realizing tha! the result of Sy
repettive blocking gemne is “the wiumph of the netus qua.®

2 Local Competition and Bell Enzry Into Long
Distance: Wiile Congress, regulrors, zed the markss thaugn
there would bo more local campetiten and Bel) exxy int fong
distance than there is now, it ham't worked oxr that way for
marry of thae reasons outiiped above. The secter is essenvally
in a status quo “holding pattern”™ that will cantnue for about a
year orf mors awaitag resalivion frem the Sumpeme Cour om
the valdity of the FCC's local tompetten rules, and the
econsumzonality cf two Bell-speeific provisions of the Telecom
Act.

It is becaming inereasingly apparent thet in the n=xt couple of
yexrs we will pot see much widespread local compentrion
beyand the bustnass market in the big ciftes. Unless there is a
technniogizal breakzhrough lowering the cost of alummarive
servica, or mos: stne regularors rebalarncs roes by subsmntally
rusmg reaidensial Jocal rates, local campetdtden in 90% of B
residenmial market will be stilfbom.

As for Bell entry into long distames, 913 very unliksly thor we
wil see the PCC approve a Bell eiry aoplicmion for long
distemes i 1998 snd probably pot in 1959, because 1t i3
increazingly eppres: thar the FCO and tha Justice Doparomen:
=ave 2 very ough smedard of what an “opex local marks”
means.  While the Clinten Adminisasior suppored e
Talecom Ach I ls mo secret that the Adminisyation was loss
tman eathusizstc ehou? the prospect of locasning the standad
zr allowinz Bell ooy ino long distanes. So it should oot
camez 25 a big surpnse that while the {aw changed the
—ocedure faf reviewnng Bell enty, the AdminisTeson did not
charge 3 iropiicit sandard for Bsll exxy. It appesrs thar -
aimimierration belisvag thar “open for competizen” stll means
the old  Jodge Greens "8z smndepd ther “.there 1s no
rubstennial possibility thar it could use its momapoly power 1o
trpede competition (n the morket it imternds 10 enrer.”

Moreover, 17 15 pretty clear thar the FCC dees not view B
exTy o the public wntersat Becanse i IS mplememning the
checklist omder the oy mssirmptiop that the Balls will abuse
toer matks! power utlsss regullators can prevent any and every
poweual way the Bell could Jsvorags eir monopoly position
The only way | see broad-scals Bell enmry tow leog distznce in
s ceorury is if the Telecom Act is ultmarely ruled
unconstrtutiont! by the cowrt, which, by the way, 18 myus’ more
of 8 wildcard possibility than canventions! wisdom suggess.

Z The “Cmch-22° of Wildeseule Broadband
Invesrment: Apparendy the primary way regulstors koow
=courage local competion i3 o TESTID the iarmber:
momcpoliss from execising their marke: power.  This
approach asgumes thas if agly the incumbes: memopaly can ke
mevenzd from blocking compettion, then compenzor wij
flourish. (Never mind tha fact thn most consumen cuwromily
gzt their loeal servics far below cos? — arguahly a foug-stznding
sari-comprttnve political desision.)

However, the rippie =Fact of this policy epmmask 16 local
corzpetition Is © wucitly discourage lecal loop imvestnes
upprades by the mogrbert as ant.competitive. The raguliviory
icgis spparamdy iz 3 a new compedwr compete c3nool
competz If 2 movopoly IS wfemered 1o offer omproved
broadband serviea? Tra unintendad but prsctical result of this
approach is that e governmer: has crested two classes of
inveszmient  nvesmment by competitors $nl is welcome and
good; and iovestment by mconopolies that 15 bad, am-
campstitive sad csserdally an unfair cross-subsicdy thas coeds
10 be stampad owr.

The “Caich-22" of this policy approach is ther fairmess 10
competitor: takzs precsdenice over faimess 1o consumers,
Therefore, consigners must warr for competitors to 0ty them
broadbana gervices — which is onlikely 1o ocoor I roow
cansmmer markrs bessuse cugent local service s o%ered
below cast for polideal reasons. This is pardly why twe yeary
after e Telzcom Act, sonsumess are sHll soreaming “where's
=y promised new barwidth 77

The “Catch-32" is the faer that the corrent lozal policy holds
e vast majority of 2t oation’s hurdred-million subsidized
ceasumers Bestege to competinon tha: won't be showmg wp in
their seighborhoeds aay=me =oon. Like a crye!l joke, xt Joast
80 million American kouseholds xe being Lg “on hold”
wasting for a “zomperive” rescus that no compedior plans ©
lavmek o the foreseeable funoe.

Moreover, the crect regulatary approach of insistmg on
uchundied resale at rates thxt guarmtee comps®iors & prafh
powerfully discourages investmen: by everyomz invalved
Why zhould competitors prt capim] & risk if they e lase a2
guaramssd moft?  (With the brealup of  AT&T, the
government guaraned competilors nomdiscriminatory accass
@ AT&T's nenwvark, not acoeas with a gumrarsesd profit for
comzenrors.) Why should mcumbents invest in upgredng the
local loop if a compesitor can resell it for less than the amoun:
nacessary 13 recover the original rost of the investment? This
perverse disincestive works like a “reverse pasens” whers only
Ne campetiwr profis from inpovative lovesnrepr upgrades,
not the original trvestay.
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D Two Oasses of Telecom Chizens® Velue judgress
16ds. the Bell enmry language in the Telecom Age and the
FCC's unplemenatan of Rt also bas de facto created two
separate classes of America cirizens, a regulatory distincsom
vur no avIage American dtren would understand if

« One class of citteens includes those roughly 20 millios
Anerican houscholds thx have an incimbest phone
companty which can offer local, long disance and full
lnrernct services. Thase roughly SO millico Americars
either enjoyed that benefi befors the Telecax Act gessed
(liks Spris: customers) or wexe gramed thar bensfit by
Congrees wiem the Teleeom Act allowed GTE immediaze
ezzry m long dtance in February 1996,

« A second class of ciiza inchudes abou: R0 milicn
households, er over 200 milllan Americans, who by quirk
of geopraphy or cxance, were part 0f the old AT&T sysz=m
znd are now scxved by a1 Baby Bell These consumers do
not egioy the benefit of an neumben: provider that can
provide lom!, long diance and full Internet s=xvices. Tte
Telecom Ac: crested & now weli-kmown geparaic process
wherety a Bell must apply o the PCC afler meedry s
scparze “competitive checklist ea a sate by state besis
bafnre bemg able to offer long distance and £l Intemner
service W fts customess. Taase 200 million Amesican
citzens. only berause of where they lve, have 1o wait for
the Bels and the FCC to break their reguiatory stalemace
sefore they enjoy e same regulamry temgmuens as the
otbar raughly 5C million Americans. The practical result is
dffor— regulzmory teammerr Thess 200 million
Azerican consumes will have ane less commumteasions
alternanve then their noco-Bell brethren, aed could enjoy
substmarmally less broadband invesanent than ther non-Bell
bredrez.

E BWhy The Subsidy Piz Wil Grow: o ccovast o
corventions] wisdom, it appears Mhal telecam subsidies will
gow rather tan decTease over tims a9 moas expect And
wnfermimarely it looks es if coxsumers will apd up paying for
“e mcreased subsidiss unless a mater change o the cugreTt
dynzraic occwrs. T ne polidzally usintended end result whers
we consumIT TS shuck with an increasing subsidy bill s
lixely far severa! reators:

¢ Firz it is much casier politeal]y o add subsidies thaz it is
to cut thmn (Exblblt b last May, 28er the PCC was
lcbhise firously for months to flash cim locd! access
charges 5y S10 billion, the FCC ¢t them ZERO in hs
accags charge arder omr of fear thar jocal mies wowld nse.
On thar saxe day last May, the FCC created $2 .65 billion
in nrw suksidies w fird Inteme: discount for schoots,

ibranies and rnzal health care Witls the FCO thougze
the pricc cap reduchons It also ordered T same dav
wauld pay for the pow subsidies, ;¢ hasn't warked oz
way. Thar is cwcrsotly & let of fmger-poinmmg gamy ot
1meng the FCC, lang disance camiors and the loc selcos
axaut whether comsumers are acnually gozing e &0
benefy of the May reductions ix the prics caps)

o  SJecond, many in and outslde industry have siaed op e
esimmed $20 billion plus in implich: wlecom crose.
nubsidies as an off-budge: “piggy bxxk™ ® be muided
bocause it i Jargety unmceoumted foo and ot well-
vodetstood by anybody.  Consequemmtly, fhers ax~ o
gowng sumber of {deas to zpead and ro~spend s now-
fourd” money.

s Third urlike the budget d=28g thee is ne 0S8dal cor
widely aceepeed methed of accoumiing for dese telecem
subsidies, and there is anlikely to be any pood acounctog
anytme soon. That's because whils the Telzcam act
gives the FCC primary jurisdiction over fimee imiversal
sewice funding, the exisring systez of subsidics is mosty
centrolled by the S50 stazs. And that's alse because
preciows  few individuals oumide the b5ig talscom
companies tuly understmd the full tommicacies of the
arbitrage or business value of the various arcane subsidies.

o Fiswom [ feartelecam subsidiss will grow becsize it is the
peth of Jcast political resismnce:; bescmme targeted.
powsrfu! corporzz imterests overwheim the dlfuse and
outgunned comswmer imerosts; and because no one s
noning a wmb on the overall cost. [t's just & bunch of
receipn  sitdng  in  different  burczucranc  drawess
somewhere.

F 1980y’ "“Win-Win" Sitmadon Mokes Future “Lose-
Lose™ The breakup of AT&T spured decrmasmyg long
distence pricss. Regulators wers able m add inflatsd lang
distance acoess cherges = the decceesing long distance mies o
koep lacal rates low. No consumer poticed beczuse, due to the
pet.minies pamwre of long disiance raras, long distmee bills
flustunats. This was a political “win-win” situation. Now the
Telecom Act has umisathed foreses thx threaws to arp tha
“win-win” into a “losa-jose” palifical siuation As
competition siphons off ar srodes subsidies, governmenss must
etther jrorease subsidies more or let local mees rise - whick,
because of thair flar-rate nature, consumers will cotee and will
not like,

LK 2R % 2% J
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Teleport reports first gquarter results. Teleport Communications Group, currenty in the Drocess

mx]l;on and revenues of $160 million. The results are up significantly from Teleport's firs
quarter 1997 figures of $6.1 million EBITDA on revenues of $96.8 million. Teleporm added
approximately 43,000 access lines dunng the firs: quarter and now has more than 323000 access
lines tn service.

Industry Events

Bell Atlantic addresses reciprocal compensation. In order to prove that 1t shoulé not tave to
pay reciprocal compensation fees for calls to Intemet service providers served by CLECs, Be!l
Atiantic Corp. is installing monitoring technology that will allow it to differentiate between voice
and data waffic erminated on CLEC networks. The company esumates it will pay over 5150
million during 1998 in reciprocal compensation fess to CLECs for the termination of ISP traffiz
State regulalors have generally held that calls to ISPs are local and therefore are subrec: 1o the
reciprocal compensation arrangements in local network interconnection agrezments.  Many
CLECs have enlisted ISPs as customers, and several ISPs have become CLECs themszives, 1n
order to collect the large reciprocal compensation fees from the IECs.

MCI and WorldCom to respond to European antitrust concerns. MCI and WorldCom will be
given the opportunity to respond to objections to their proposed merger during two days of
hearings scheduled for Mav 12 and 13 at European Commuission’s offices in Brussels. The EU
inquiry into the merger, which centers on the two companies’ share of the world marks: tor the
supplv of Internet backbone services, is scheduizd to end by July 14. The U.S. Depanimen: of
Justice 1s aiso examunung the possible impact of the merger on the long distance resale market.

CLEC Company Events

Birch selects vendor for switching equipment. Eirch Telecom has sigmed a five-yzar deal with
Lucent Technologies, hinng Lucent to be its sole provider of switching hardware and software.
Under terms of the contract, Lucent will supply Birch with SESS switching systems and power
equipment as the carrier prepares to launch services in Kansas City and St. Louis. Birch also
plans to deploy equipment in other commumues throughout the Midwest, and says the value of
the contract could excezd $50 million over the nex: five years.

ELI completes Northwest long-hau!l link, Electric Lightwave Inc. has completed a2 565-mule,
fong-haul fiber optic route between Pordand, Oregon. and Spokane, Washington. The company
:s aiso pianning another 300-rmile fiber link between Spokane and Seartle. Meanwhile, ELI has
opened s Spokane sales office and expects to wm up its own switching platform there by the
enc of the summer.

Hyperion selects call-intercept units from ETC. Hvrerion Telecommunications plans to install
Digicept 2002 unizs made by Eleconic Tele-Communications Inc. The units, which provide
prerecorded messages informing callers of changed or disconnected numbers and other dialing
informarion, are to be installed at 12 Hyperion sites across the country.

ICG completes private placement. ICG Communications Inc. has completed its previously
anriounced private placement of 3250 million worth of senior discount notes. The 9.873 percent
notes marure in 2008 and pay no interest in cash for the first five years.
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CL EC M‘atrix ; Weekly Update

Famings Mocels

February §, 1965

« With the querterly reporting season upon us, we have provided our financial Telecemmunizations -
modals for the various CLECSs in our untverse. CLECs

« The FCC rejectad BellSouth’s application to provide iong-distance services in Swart P. Corrad, CFA
the state of Louisiana. {(212) 4589-54M1
swas_conrad&oona.cor
e The Texas Public Unility Commission rulad that SBC must pay the CLECs for Michael K. M3
terminating Internet trattic (reciprocal compensation). (212) 3B9-826™
michasi_ma 8dbng.oom
s Metromedla Fiber Network announced anothsr significant contract by which
the company will provide dark-fiber capacity to a major financial institution.

The attached pages represent the weeakly upcate to cur CLEC matrix, Highlights during
the past week includa:

e Following the Daparument ¢f Justice's (DOJ) earlier evaluation and recommendation,
the Federal Ccmmunications Commission (FCC) rejected BellSouth's 271 application
to provide long-distance servicgs In tne state of Louisiara. Similar to its decision with
BellSouth's 271 application in South Carolina, the FCC crad tha' the company had
nal gemensirated non-ciscriminatory access to s operational support systems
(OSS) 1o local competitors. in addition, the order also clted that BellSouth's refusal
to oHter contract service arrangements for resale at a wholesale discount had violated
speci‘ic 271 requirernems. Keep in mind that in Octcber 1836, the Louisiana
Commission set a 20.72% wholesale discount rate. It is interesting to note that
akhough the Louisiana Commission approved BellSouth's tong-distance apptlication,
ciing that the company has demonsirated adequate access to its GOS8, three other
BellSouth siates, Florida, Georgia. and Alabama, have datermined that access (0
Be!!'South’'s 0SS was insufficient.

s« The Texas Public Unlity Commissian ruted that Intemat raic is, in tact. local traffic
ard therefore subject to the reciprocal compensatic™ rules. With this decision, SBC
1s now required to pay the CLECS for tarminaiing !ntemet traffic. Texas represants
the twelth straigh! state victery tzr the CLECS with respec: 1o gaiming reciprocal
ccmoensation for internet traffic. S3C nac withheld reciprocal compensation
payments, arguing that internet traffic snould be classilied as intersiate traffic.
Although the Texas PUC ruled that SBC must honor its exisung contracts with its
competnors, the commission will further review this issue In fiture meetings.
Reciprocal compensation for intemet traftic will be a key issue tor botn the CLECSs
ang iILECs as many of the remaining states acdress and ruie on this issue. None will
be more importan: than the PUC's declslon in the stale of Caldomia
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COTRT REJECTS SBC REQUEST FOR INJUNCTIVE RELIEF
AFFIRMS THAT CALLS TO ISPS ARE LOCAL AND ORDERS COMPENSATION

On June 16, 1998, Semior U.S. District Court Judge Lucius B. Buaton, I of the U.S. Distne Cours for
the Western District of Texas (District Court) édenied Southwestarn Bell Telephone’s (SWBT) reques:
for declerztory and mjurctve reli=f ggeirst the Texas Public Utlity Cormnission (PUC). SWBT isa
subsidiary of SBC Commuaications (SBC). SWBT Sled suit on Marck 19, 1998, appealing the PUC’s
February 27, 1958 order that: (1) classifSed calls t Ipternet Service Providers (ISPs) as locx! calls; and,

(2) declared SWBT's intarconnection agreement with Time Warner Caramunications (TWX) to be
valid, aod required SWBT to compenszze Tims Warner for terminating ealls to Trme Warne’s ISP
customess. In it suit, SWBT comended that: (1) the PUC did nat have jurisdiction to 2pprove
imterconmection agre=ment “invoiving commections to ISPs™; (2) connecticns 10 ISPs are interstxte calls
subject 1o the Federal Commumcations Comamissien’s (FCC's) jurisdiction; and, (3) the Texas PUC
erron=ously found that SWBT's mterconnecticn 2g-eement with Time Warner included reciprocai
compensatiop rates for cornections to ISPs. The PUC ordered SWBT o0 prospectively pay ISP-ralared
r=ciprocal compensation © Time Wammer, was well zs rewoactively, with interest. Inan April 1) 1998
2pplicaticn with the District Count for a preliminery injuncrion against the PUC’s crcer, SWBT alleged tha-
the rulizg would 2mount 1o 3400,000 of monthly Icsses and as cusch as $60 million of unrecoverable lass=s
1n the corming year, i other competitve jocal exchange carriers (CLECs) invoked the Time Warner ruling.
either as prececent cr through “Tost-favoredpznicr” dghts. The raomifications of tds decision could
cxtend beyend the SBC-Time Warner spat, if other legal challenges to simiicr PUC rulings mirror the
outcome of the instent Texas case. SBC has not yet thdiccted whether it will appecl the June 16, 1998
Distrier Court order,

The Diswict Cours concluded thar the irzerconnection 2zreements between SWBT acd Time Warner wers
“at the heart of the tngtant casz” in that both compeziss are local service prowniders end need 1o
interconnest physically aod contrazmuzlly to 2llow each cthers’ customers to call ope another. Two such
agreements were negozated betwean the two compamss and submizad to the PUC for approval in huly
1596, azd August 1997, respectively. Importazly, Lo agreements were preseated to the PUC with no
cutstanding i8syes requining arditradcr, anc botd agrsements provided for reciprocal compensation for the
ranspent and termication of local calls at an agreed ©© oer pruite rate. The agreements were 2prroved by
the PUC.

Although SWBT had sent leitears o Trae Warner during the negotiations of the second agrzement stazing
that Internet calls were not 10 be considered local, neither agreement explicitly addresses Intemnet
connectons ar evel mexdors the Internet During negatizfon of the second intercormection agreement

*This Bullent was onginally publshed as 2 FaxNete on June 37, 1998.



ISP customer of Time Wamer. Co Ociober 7, 1957, Teme Warner filad g comalyirn witk 122 PUC 2lezing
thar SWBT s refusal to pay the recprocal compensaricr represezsed 2 breech of contract. SWBT claimad
that the PUC lacked jurisdiction cver the ISP issue, es ISP wrSc wase [nterstats in panere and was

therefors uzder the jurisdicton of the FCC.

b

On February 27, 1998, the PUC issued an order Ending thet calls to ISPs wese locel In natae when tho
ISP is in the lozal calling area and that SWBT owed Titme Wemner re=procal compensation for such cals
The decimian was based on 2 finding tha: (1) the PUC's decision is consistent with the Federal
Telecommunication Azt of 1996; and, (2) tbe PUC did oot act xrhitrarily and capriciotsly, witkour
substantal evidence. The Diswicr Court, agreging with the PUC and drawing sepport for its opios Som
FCC orders, beld that, although the Interne® can be characrerized ag interstate in mature and may invelve
Interstate comumerce, Internet use is not a single end-to-end commurnizaton. Rather, as the FCC stated in
1s May 1997 Universal Service Order, Imermer access consists of two parts “2 nerwork transrission
component, which is the connaction over a local exchangs nerwork from a2 subscriber to an ISP, in addtien
to e underlying informadan service.” The Dismict Court stated: “[T]he PUC, in the nsteat case, is not
atzempting to regulate the Internet. Ratheg the PUC is merely regulating thar which it has the power o
regulzrae-the seven-digit local telephore zals thet [memet customers make to ‘cial up” thewr Internes
Servics Prowvider.... The ISPs are mersly business customers of the [oca! exchange carriers which provics an
informazion sarvice via teleccmmunications.”

Tom Fitzsimens
Copynght © 1993 Regniamry Rerearzh Ausodates, lnc. Reproduction prohizaed Withewt prise aghorizstan



e -SUMMARY:-=e=-=--- T
+The Michigan and Texas PUCs voced lace 1as’ week that CLZCs ae:vmng ISrs
as customers are entitled tc reciprocal comp. from Bells when Rel

cust-omers are dial:ng tha: IS? & thus terminate calls on a CLEC neswcork
*Big victory for CLECs as it sets precedents that suggest those ILECs wihc
Lry to v1olate existing interconnect (IC)agreemenzs & not pay CLECs reciro.
comp for calls te*m_na;ed te ISPs will likely be overturned in other stater
*This issue has exploded since the Bells hacd pushed £or reciprocal ccocmr.:n
incerconnecticn agreements gigned with CLECs over the past several vyears
no- realizing that ISP custcmers o0f CLECs would create a situaticn where
~he ovarwhelming balance of payments are flowing from ILECs/Bells to CLZCs
*Crux of the issue is that existing ic agreements which include recip cormp

for calls tc ISP pop must be upheld.

=P INTI Nt -~ = - m e m e e e e e e e e e m e e e —m— e e e e e e -
Late ~as: week bcth the Michigan Public Service Commission and the ;
Public Utility Commission reaffirmed in a unanimeus fashion that C
entltied to rec1provai compensation payments frem Bell companies £
~ha:t criginate from a Bell czustomer and terminace at an InTernet Service
trovider (ISP) point of presence (POP) which happens tc reside on a CLEC
switch. The reason this ruling came about is because the Bells tried te
reneg on their interconnecc.on pacts made with the CLECs and as a resulr cf

the ruling, owe retroac:tive payment of reciprocal compensation plus
1nTeres:c on these amounts. The Texas and Michigan Commissions said tha:z

legal interconnecticn agreements betwesn Bells and CLECs are in fac:
;nd_“c and thus the Bells must adnere to all terms and conditions of thesge
agreeme::s including payment of reciprocal compensation. However, che
cigger issue of whether ISP :raf:;c is deemed local or not is still yer tc
be decidec but it 1s basically Irrelevant since wvirtually every
inzerconnecticn agreement includes reciprocal compensation anc 4o2s noT
~luZe any <lass of local calling like calls to an ISP POP.

ENIT el

]

Dig victory for CLZCs and .s likely to result 1n other similar
neing sectled in a favorable fashion to the CLECs. For a bit of
nere, reciprocal compensation simply means that if a Bell customer

a CLEC customer the 3ell owes the CLEC a payment for terminating a
cn the CLEC's netwerk. Conversely, 1f a CLEC customer callzs a Bell

er, that CLEC similarly owes the Bell payment for a call terminating
Bell nezwork. Typiczally these payments range in the $0.005-$0.008 per
minute area. The alterna=ive toc this type of arrangement would be what is
<nown as "bill and keep" which basically says whomever has the customer,
pe % zne CLEC or the Bell, =simply bills that customer and Keeps all

o -

revenuas wlThoul this zType 27 reciprocal compensation arrangement .
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Trenically, back in 189%9€ when Lnterconnection agreements were peing
rezctizted petwean Bells ani CZLETZs, the CZLECs pushed Zfor bill and keep buct
1t was the Bells whe ins-.szz=Z upen this reciprocal compensa:io: scheme.
Tr:s made sense since I1n a vclce Worlc, the odds of a Bell customer
rerminating a call on a CLEC rnetwork seemed rather remote especially among

residential users. EHence, the Bells pushed for and got reciprocal
compensatiorn rather than a bill and keep arrangement. However, what has
cccurred 1s that with the proliferation of ISPs most of whom seemed to be
customexrs of CLECs rathex than Bells, many Bell customers whe call i1nto an
Internet POP find themselves terminating a call on a CLEC network.
Moreover, given the lengthy connection time of most calls to an ISP the
3ells are finding themselves watching the meter run on every call to an ISP
eCPr and hence, are paying increagingly large amounts to the CLECs for
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ownaershlp, respectlvely, RIN du=2 o I.21r receaz asJuisitidn o Ercls ans
TrnwaNaz., as well as cbvicus pig winner MF3/UUNET who nas the _argess
Tmn=ernet backbone.

The g:isT of thne complaint by the R30Cs, mosi notably Ameritech, was tha: a
call into an ISP was not in fact a local call but was in fac:t a leong

digrance call since the caller--namely the user whc is hooking up
‘nrernet-- 13 not really making 2 local call but rather ucilizing
na-ional platzform--namely the Interne:. However, the Public Se=rv
Commissions nave decided that a <¢all o an ISP terminating in the

faath—~Tal

al
cal-ing area should be treated as a local call and therefcre subjec: -z
rec:procal compensaticn To the ISP's CLEC service providezs. These zal

use 7 digit local numbers and are subjec:t to local tariffs. Mcre
these calls are treated by the Bell as local calls for call rat:
b1ll-ng, repor-ing separations allo"at;on, ancé most important

]
inTterconnection agreemeu-s wich the CLECs do not dlsc-“du*sn Detweez _ocal
it

ize

Vomom T
— -

calls based cnn a type of customer a: the terminating end, be i vour sister

sy an ISP POL.

Since calls into an ISP do neot relete o the termination cr origination of
long distance pexr se but rather access Co content on the worid wide wek,
~hese calls are decidedly local in nature. The Michigan PSC -in particular
guesticned way Ameritech has not broadly implemented its pol*cv position by

dsclining to pay recipreccal compensatiorn to non-Internet infcrmat
gervice providers. In other woxds, if there is a local call :into

1on

a local

databage that happens to be carried on a CLEC network, Americtech has been

and continues LO pay reclprocal compensa:tion.

The botzom line here is that the Bells in a sense outr-smarted themselves,

tninking a few years ago that the lccal calling world would be de

£ined acs

~n ISP

-t hac been over the past 100 years--namely voice calls from one house to
anolher or one cffice to ancther--thus their desire for a reciprocal
ccmpensaticn scheme They clearly cid not envision the explosion

traffic nor did cney realize that the vast majority of ISPs would

end up

TILEC customers rather than their own customers. Hence, the overwhelming
palancs cf pavment on reciprocal compensation f£or calls to terminate on an

15 metwork is flowing from the incumbern: local exchange carriers

PURW
o~ ey

Bells =o the CLECTs.

Wwe believe these ruiings, especially the one in Texas, a state th

or the

ac is

viewed as decidedly pro-Bell sets the stage for a complete reaffirmation of
the reciprccal compensation pzliicies that say all local calls which are

trezated by the Bell in the same manner in texms of tarriffing and
subject o reciprocal compensation even if they are calls thas
net PCP. Of course, the prodlem from the Bell perspective 1
inCo an Internet POP can last a long time and the meter is
what the Bell owes the CTLEC. We alsc believe the state's act

vnnundled network element combirations wnich the Michigan PSC has
gdecided that Ameritech must do despite the fact cthat the Eighth C
Zourt cf Appeals ruled againsc the FCC on this.

billing

T go to an
8 tha:z
running
ion ¢on

13 & nar>zinger of other potential aciions such as common transport and

already
lrculic

NET/NET: We are not talkirng about big dollars here vet. From the CLECs
cerspective a source cf revenue which is growing quite rapi dly kas now been

reaffirmed and at the margin clearxly is positive to the financial
cf “he industry. More importantly it is clear that state commiss
tak.ng very seriously legal contracts between the Bells and CLECs

ouclook
iong are



wav De say.ng.

3alomon Smith Barney 1s a servize mark of Smich Barmey Inc.

In=. and Salomon Brothers Inc are affiliated but separately rec*s:e_

broxer/dealers under ccmmon centrol of Salomon Smi th Barney Holdings

sa?omon Brothers Inc ané Salomon Smith Barmey Holdings ch have been
scensed tc use the Salomon Smith Barney service mark. This repor: was

roduced jointly by Smith Barmey Inc. ancé Salomon Bronhe:s Inc. and/cr

o auc
cheir affiliaces.
This publication has been 4ointly aap*oved for Japanese regulatory purpeses

by offices of the Firm dcirng business ir the regions ci the ccntact persons
l:szed cn the cover page hereof. This oublication has been wo;n:ly acorove

for discribution in the UK by Smith Barmey Eurgpe Limited and Salcmen 2Broth

Incern a:icual Limited, which are *egu’a*ec bBv the Securities and Futures
ALthorizy(SFA). The Lnvestments and services contained nere-n ave noo
axa;Las‘e tec private customers in the United Kingdom.

The rezezrch cninions of Smich Barney Inc. and/cr Salomen Erothers Inc,
including subsidiaries ard/or affiliates, may differ from those of The
Robinscon-Humphrey Company, LLC, a wholly owned brokerage subeidizry of
Srith Barney Inc.

{c) Smitch Barney Inc. and Salomean Brothers Inc, 1¢98. ALl rights resexved
Any unauthorized use, duplication or disclosure is prohibited by law

o

and will result in prosecution.
GRUBMAN (212} 783-~0566

First Call Ccrporation - all rights reserved. 617,/345-2500



